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Government Finances in 1965 


Decade’s State, Local Tax Problems Seen Difficult, 


But Total Burden May Fall. 


ANY government policy decisions being made today will affect us for decades. The President’s 
Advisory Committee on a National Highway Program has recommended that we look 


forward at least ten years in planning a highway program. School construction programs in the 


states require planning for many years ahead. 
Many states today are under pressure to adopt 
new taxes that could become permanent. Deci- 
sions on long-range programs and _ policies 
ought to be considered in the light of the prob- 
able trend of all government expenditures and 
the total burden of taxation. 


Revenue Tied To Growth 


A projection of government finances presupposes 
a projection of national income and product and 
their major components. Apart from changes in tax 
rates, revenue will be governed largely by the 
growth in personal and corporate income and 
expenditures. Government expenditures on such 
functions as education and public welfare will be 
governed by the increase in particular age groups 
in the population and also to some degree by the 
growth in per capita income. 


In this study a range for GNP in 1965 is adopted 
from several projections made by other agencies. 
Government revenues and expenditures are pro- 
jected mainly in accordance with their past or ex- 





pected relationship to population, GNP, or relevant 
components of national income and product. 


The base year used is 1953—fiscal year ending in 
1953 for government revenues and expenditures, 
calendar year for national income and product. 


Fluctuations in business activity make it hazard- 
ous to attempt to foretell the state of business even 
two or three years ahead. Since the level of business 
activity is one of the major influences on govern- 
ment finance, it is impossible to make unconditional 
projections of these finances. 


It is possible, however, to come reasonably close 
to the mark in projecting how much can be pro- 
duced with the resources that will be available in 
ten years time. That is to say, it is possible to project 
potential output with reasonable accuracy, but not 
realized output because that would mean forecasting 


This Tax Review is based on a Tax Foundation 
study “Government Finances in 1965,” which 


takes a comprehensive look at the Federal, state, 
and local tax and e picture 


in’ 1965. 
The study utilizes au tive sources indi- 
cates what the tax and revenue situation may be 
a decade hence. 
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business conditions for a decade ahead. Correspond- 
ingly, government finances can be more safely pro- 
jected on the assumption of a high level of business 
activity (i.e., that potential output is substantially 
realized), than by trying to predict what would 
happen under some assumed degree of depression. 
A high level of business activity is assumed both in 
the projections of government finances in this study 
and in the GNP projections on which the former are 
based. The projections also assume a stable level of 
prices between now and 1965. 


With certain exceptions, the revenues in the study 
are projected on the basis of 1953 tax rates, so that 
the expected deficits and surpluses are what would 
probably occur, given the assumptions mentioned— 
if there were no changes in tax rates. 


Various projections of GNP indicate an increase 
of some 40 to 50 percent in national output, per- 
sonal income, and corporate profits, 1953 to 1965. 
These projections depend primarily on an increase 
in population of nearly one-fifth (as projected by the 
~Census Bureau), and an increase of about 25 percent 
in output per worker, which seems to be indicated 
by past trends. 


Population Figures Help 


Since projections of national income and product 
and their components (including government reve- 
nues and expenditures) are based in part on popula- 
tion projections, it is well to begin with the implica- 
tions of the prospective growth in population. The 
population propections are more reliable than the 
elaborations of other series and the major conclu- 
sions that can be drawn from economic projections 
require little more than population figures. 


The striking point about the projection of 1965 
population is not the substantial increase in total 
population, but the great differences in the increases 
in various age groups. While the total population is 
expected to increase 19 percent, the 5-19 age group 
is expected to increase 40.9 percent, the groups 65 
and over 30.1 percent, and the group 20-64 only 9.9 
percent. 


A population growth of the kind in prospect 
should tend to raise demand more than output. The 
largest increases are in the young and old age 
groups who for the most part will not be working. 
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A large increase in the number of children is a strong 
stimulant to demand, particularly for housing and 
schools. A large increase in the number of aged, a 
much greater proportion of whom will be receiving 
social security benefits and private pension, and who 
will be free more than ever before to move to new 
localities, will also tend to maintain the demand for 
housing and other goods and services. On the other 
hand, the main part of the experienced working force 
will increase very little. Productivity per worker ap- 
parently will have to increase more than in the past 
to keep pace, certainly with needs, and probably with 
demands, for output. The population projections thus 
suggest that inflationary tendencies should outweigh 
deflationary tendencies over the next decade. 


This conclusion assumes that effective demand will 
keep pace with needs. There are several considera- 
tions which buttress this assumption. In the first 
place, the policy of the Federal Reserve Board is to 
ease credit conditions whenever aggregate demand 
tends to slacken. Second, a substantial deficit (as will 
be indicated) is in prospect for state and local gov- 
ernments as a whole. Third, every reduction in Fed- 
eral expenditures, if the experience of the last few 
years is a guide, is likely to be matched by Federal 
tax reductions. Indeed, given the expected growth of 
private income, the present level of Federal expendi- 
tures could be financed in 1965 at considerably re- 
duced tax rates. 


Fourth, the more rapid increase in the young and 
old age groups means that the proportion of large 
savers should decline; in other words, the ratio of 
personal spending to personal income should in- 
crease. Finally, there are important influences that 
will tend to maintain the righ rate of business in- 
vestment spending, including the rapid rate of tech- 
nological development, and the growing tendency 
toward long-range business planning. 


The outlook for the next decade, then, is for a high 
level of business activity. This conclusion, however, 
does not rule out minor recessions similar to those of 


1949 and 1954. 


The implications of the population projections for 
state and local expenditures are clear. In 1953, ex- 
penditures for education made up more than a third 
of all state and local general expenditures (exclusive 
of insurance trust expenditure and expenditures of 
utilities and liquor stores), and 42 percent of local 
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general expenditure. With a 41 percent projected 
increase in the population aged 5-19, it may be ex- 
pected that the most important need and demand for 
increased government services in the next decade will 
be in education. 


Highways are the next most costly function of 
state, and local general government. In 1953, high- 
ways accounted for 18 percent of total expenditures. 
We scarcely need to look beyond the 19 percent 
increase in total population and a proportionate in- 
crease in the number of families to see a large 
increase in the need and demand for highway ex- 
penditures. The need for an expanded highway pro- 
gram has been emphasized in a number of studies. 
As in the case of schools, increased expenditures will 
be necessary to make up for the relatively low ex- 
penditures during the 1930’s and World War II, as 
well as to provide for the rapid increase in popu- 
lation. 


Welfare Costs to Rise 


Public welfare is the third most costly function of 
state and local general government. In 1953, public 
welfare accounted for slightly over 10 percent of 
total expenditures. Since the largest part of the public 
welfare category is old age assistance, the projected 
30 percent increase in population 65 and over sug- 
gests a large increase in expenditures for this pur- 
pose. 


There are two important influences that will tend 
to hold down these expenditures. The first is the 
expansion of OASI coverage, since 1953, to 10 mil- 
lion persons. Further extension can be expected. The 
second is the expansion of private retirement systems. 
These influences, combined with a high level of em- 
ployment, should largely, if not entirely, offset the 
effect of ihe greater number of persons 65 and over. 


These three functions (education, highways, and 
public welfare), together accounted for 62 percent 
of state and local general expenditure in 1953. Other 
expenditures are expected to increase approximately 
in proportion to total output, which should be nearly 
50 percent from 1953 to 1965. 


At the Federal level, expenditures for public wel- 
fare can be expected to increase very nearly in pro- 
portion to state and local expenditures because the 
major part of Federal expenditures is for grants-in- 


aid which are largely on a matching basis. The in- 
creases in Federal expenditures for education and 
highways will depend upon whether new programs 
are adopted. In view of the prospective demands on 
state and local government in these areas, substan- 
tiai increases at the Federal level should at least be 
taken into account. Federal expenditures for such 
functions as regulation, postal service, non-highway 
transportation, and natural resources may be ex- 
pected to increase approximately in proportion to 
the growth of total output. 


The biggest part of Federal expenditures is for 
national security (66 percent of general expenditures 
in 1953). The course of these over the next decade 
will depend, obviously, on unpredictable interna- 
tional conditions. National security expenditures will 
undoubtedly remain at a high level but, in the ab- 
sence of war (one of the necessary assumptions be- 
hind the projections) these expenditures can scarcely 
be expected to increase. If these expenditures remain 
at the 1955 level (about $40 billion), they will de- 
cline as a percentage of GNP. Because national secur- 
ity expenditures make up so large a part, total Fed- 
eral expenditures may also be expected to decline as 
a percentage of GNP. Any absolute decline in na- 
tional security expenditures would reinforce this con- 
clusion. 


Other Factors Listed 


On the revenue side, the major determinants, apart 
from changes in tax rates, will be the growth in per- 
sonal income and consumption expenditures, corpo- 
rate profits and new construction. 


Sales and gross receipts taxes account for over 
half of the general revenue of state governments 
(exclusive of insurance trust revenue and revenues 
of utilities and liquor stores), and the bases of these 
taxes can be expected to grow at least in proportion 
to GNP—in fact, slightly more than in proportion, 
because with a decline in the proportion of national 
security expenditures to GNP, there should be some 
increase in the proportion of consumer expenditures 
to GNP. The other sources of state revenue, taken 
together, may be expected to increase approximately 
in proportion to GNP. 


The individual and corporate income taxes account 
for about three-fourths of the general revenue of the 
Federal government. Because of personal exemp- 
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tions, the base of the individual income tax will grow 
more than in proportion to personal income and also 
more than in proportion to GNP. Corporate profits 
have in past years of high employment been a fairly 
stable proportion of GNP, but there is also some 
“leverage” in this tax owing to the exemption of 
$25,000 from the surtax. 


The growth of the economy over the next decade 
will tend to raise Federal revenue the most, and local 
revenue the least, but will probably produce the 
greatest demands for increased services on state and 
local government and the least from the Federal gov- 
ernment. 


State-Local Spending Up 


The projections in this study indicate that, on the 
assumptions made, total state and local expenditures 
will increase by about two-thirds 1953 to 1965; that 
expenditures on education and highways will ap- 
proximately double, but that expenditures on public 
welfare will increase very little if at all. 


At the Federal level, a high of $42 billion and a 
low of $31 billion are assumed for national security 
expenditures and international affairs and assistance. 
Other Federal general expenditures might show an 
increase of $8 to $11 billion over 1953 levels. 


The projections indicate that, at 1953 general tax 
rates, revenue from state and local sources should 
increase by about half. Revenue from sales and in- 
dividual income taxes should increase by somewhat 
more than half, and revenue from other general 
sources by somewhat less than half. 


Combined state and local accounts (excluding 
Federal aid), show a “deficit” of $11.8 billion 
(high) or $8.7 billion (low) in 1965 as compared 
with a deficit of $3.5 billion in 1953. In 1953 Fed- 
eral aid of $2.9 billion offset most of the deficit. For 
1965, the projected amounts of Federal aid would 

offset about half of the projected deficits. Including 
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projected increases in Federal aid, state revenues in 
1965 would fall short of expenditures by about $1 
billion. With no increase in Federal aid, state reve- 
nues would fall short of expenditures by some $2 
to $4 billion. Including projected increases in state 
aid, local government revenue would fall short of 
expenditures by some $4 billion ($4.8 billion high, 
$3.6 billion low). 


At 1953 tax rates, Federal general revenue would 
increase to about $106 billion, or, at 1955 tax rates, 
to about $96 billion. 


With the possibilities of Federal expenditures 
taken into account here, and at the 1955 level of tax 
rates, there would be a Federal surplus in 1965 of 
$20 to $34 billion, excluding insurance trust ac- 
counts. If all of this possible surplus were used for 
tax reduction, current rates could be reduced by 23 
to 39 percent. 


It is beyond the study’s purpose to make judgments 
on how tax rates, intergovernmental payments, and 
expenditure programs ought to be changed. But it is 
likely that state and local tax rates, particularly 
property tax rates, will be raised to meet at least part 
ot the prospective deficit in state and local finances. 
And it is likely that the prospect of a large Federal 
surplus will lead to some reduction in Federal tax 
rates. Moreover, the total burden of taxation seems 
likely to fall because total government expenditures 
as projected will decline 25 a percentage of GNP. 
On the assumptions in this study, general govern- 
ment expenditures would fall from 28 percent of 
GNP in 1953 to 20-22 percent of GNP in 1965. A 
large reduction in the percentage of Federal expendi- 
tures to GNP will be offset to only a small degree by 
an increase in the percentage of state and local ex- 
penditures to GNP. But even though state and local 
expenditures increase relatively little as a percent- 
age of a rapidly-growing GNP, the absolute increase 
in these expenditures will be very large. Extremely 
difficult tax problems are virtually assured for state 
and local governments in the next ten years. 
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